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(1)

ENCOURAGING CAPITAL FORMATION IN KEY
SECTORS OF THE ECONOMY

THURSDAY, APRIL 18, 2002

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON DOMESTIC MONETARY POLICY,

TECHNOLOGY, AND ECONOMIC GROWTH,
COMMITTEE ON FINANCIAL SERVICES,

Washington, DC.
The subcommittee met, pursuant to call, at 10:00 a.m., in room

2128, Rayburn House Office Building, Hon. Peter King, [chairman
of the subcommittee], presiding.

Present: Chairman King; Representatives Oxley, Grucci, Capito,
Biggert, J. Maloney of Connecticut, C. Maloney of New York and
Clay.

Chairman KING. The hearing will come to order. Today, the Do-
mestic Monetary Subcommittee continues its work which began
last year to examine economic growth issues and the steps that
Congress can take to help facilitate that needed growth.

I would like to welcome our distinguished guests from the energy
and telecommunications sector. Clearly, the segments of the econ-
omy you represent drive a very large percentage of U.S. industrial
capacity and are catalysts for a variety of other business activities.

I recognize that because your respective industries are identified
as critical infrastructures for purposes of national security, much
of your post 9–11 focus has been on security and fail-safe systems.
That, added to the climate brought about by the most recent cor-
porate failures, has surely raised some degree of uncertainty, which
is generally not conducive to capital formation.

Because you have driven so much of the economic growth in the
past decade, in this critical recovery period, I believe the relevant
question in the context of encouraging growth is what hurdles your
respective industries face that detract from your ability to raise
capital and, in turn, spur growth in your sectors. I look forward to
receiving your testimony and any recommendations you may make
to help Congress better understand what it can do to break down
existing barriers to capital formation and improve investor con-
fidence.

With that, I would now like to recognize the Ranking Member of
the subcommittee, who works very closely with me, my friend from
New York, Ms. Maloney, for any remarks she may have. And the
Chair would also note that your full statements will be included in
the hearing record, without objection.

Thank you.
Mrs. Maloney.
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Mrs. MALONEY. I thank the Chairman, my colleague from the
great State of New York, for calling this hearing. We are meeting
today in this subcommittee today to discuss capital formation and
the unique challenges facing the energy and telecommunications
sectors, specifically.

During the 1990s, our Nation enjoyed an unparalleled period of
economic prosperity that included exploding values in the equity
markets. Investment in the internet and telecom greatly increased
as staples of the new economy. However, in the past few years, the
sector has become a poster child for the dot-com collapse and the
devaluation of the Nasdaq.

While it is appropriate to review Government policies that affect
these two sectors, my belief is that clearing up the questions about
the accounting practices of these two sectors and the recovering
economy will have the most significant impact in pumping invest-
ment back into them. The SEC is currently conducting inquiries
into the accounting practices of a number of energy and telecom
companies. Given the explosion of Enron and Global Crossing, we
can hardly expect investors to rush back into these sectors until
these issues are resolved.

While capital raising in the entire economy has waned in the
past 2 years, the economy in general is now improving faster than
many had anticipated. Economists can rightly point to the resil-
iency of consumer spending for preventing a harsher period of re-
cession.

In the fourth quarter of 2001 alone, new data indicates that the
GDP grew 1.7 percent, powered by a 6.1 percent increase in con-
sumer expenditures. Spending by business on fixed capital dropped
for the fourth consecutive quarter, this time by 13.8 percent. How-
ever, business spending on computers and computer related devices
increased for the first time since the end of 2000.

While preliminary estimates will not be available until the end
of the month, forecasters believe that economic growth continued to
increase during the first quarter of this year. The recovery has pro-
duced little evidence that the excess capacity of communications
equipment has substantially narrowed to the point that demand
will increase substantially anytime soon.

Capital formation also continues to be affected by adverse long-
term interest rates. The Fed reduced interest rates 11 times last
year, after raising them the previous 2 years. But long-term inter-
est rates remain high, partly as a result of the return of massive
Government deficits.

The Congressional Budget Office’s projection of the baseline
budget surplus for 2002 through 2011 was $5.6 trillion a year ago.
But it has dropped to just $1.7 trillion in the last report, a drop
of nearly $4 trillion. The president’s recent budgetary proposals
would further reduce the projected surplus to less than $500 billion
over those same 10 years and would result in a projected deficit of
almost $200 billion in 2002 through 2006.

There is little doubt that this return to deficits will have a major
impact on all aspects of the economy, including energy and telecom.
I think all Members need to keep these grim statistics in mind as
we vote on the issues before us.

Chairman KING. Thank you, Mrs. Maloney.
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I now recognize the Chairman of the Full Committee, the gen-
tleman from Ohio, Mr. Oxley.

Mr. OXLEY. Thank you, Mr. Chairman.
I welcome our witnesses to today’s hearing, which is really about

the health of the U.S. economy. Capital investment is the fuel that
feeds America’s economic engine, and while consumer spending has
been cited as the recent hero, ultimately, it is capital investment
by business that drives our economy, allowing companies to grow
and innovate.

One of the early goals I set as Chairman of this committee was
to use our unique forum to promote overall economic growth. Cap-
ital formation has been a long-standing interest of this committee.

Last year, the Oversight and Investigations Subcommittee held
a hearing on regulatory barriers to capital formation, and today,
the Domestic Monetary Policy, Technology, and Economic Growth
Subcommittee turns its attention to two specific industries, energy
and telecommunications. These are two capital intensive sectors
that traditionally have saved a rebounding stock market. But this
time, they seem to be lagging behind.

We have seen investor confidence shaken by the dramatic fall of
companies like Enron and Global Crossing. Enron cast a shadow
over the electric power industry, even though retail customers were
virtually unaffected by its collapse. As for the telecom and tech-
nology sectors, by all accounts the current state of investment is
quite grim.

What I believe has gone unnoticed is that Enron and Global
Crossing are not representative of their industries as a whole. After
all of the media coverage of recent months, it is time to bring back
balance to the picture. Congress also needs to identify ways that
it can promote growth in these markets, because that is what at-
tracts capital.

I believe the CAARTA bill passed by our committee this week is
one key to enhancing investor confidence. Why should people care
about what Congress does about capital formation? When capital
becomes more expensive for utility companies, costs go up for con-
sumers. When telecommunications firms cannot raise adequate
capital, the market becomes less competitive, and consumers are
denied choice.

We have seen this happen in the telecom sector. In fact, lately,
many companies have found that even the commercial paper mar-
ket is extraordinarily stingy which leads to higher financing costs.

We have two excellent panels to discuss the state of capital for-
mation in their industries. I would particularly like to welcome the
President of the Edison Electric Institute, Thomas Kuhn, an old
friend; the President and Chief Operating Officer of FirstEnergy,
Tony Alexander, who comes to us from Akron, where FirstEnergy’s
headquarters is based.

I look forward to this morning’s testimony, Mr. Chairman, and
I yield back.

Chairman KING. Thank you, Chairman Oxley.
I would like to now welcome the witnesses who are here this

morning. As Chairman Oxley said, we have Mr. Thomas Kuhn, the
President of Edison Electric; Mr. Anthony J. Alexander, the Presi-
dent and Chief Operating Officer of FirstEnergy Corporation; and
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Mr. Charles A. Trabandt, the Vice President of Charles River Asso-
ciates.

We will start with Mr. Kuhn. I would ask each of the witnesses
to try to keep their statements to approximately 5 minutes. We are
not going to be banging gavels on people, but we would like to keep
the statements to roughly 5 minutes, and your full statement will
be, without objection, included in the record.

Mr. Kuhn.

STATEMENT OF THOMAS R. KUHN, PRESIDENT, EDISON
ELECTRIC INSTITUTE

Mr. KUHN. Mr. Chairman, Congresswoman Maloney, Chairman
Oxley, and Members of the subcommittee, I am Tom Khun, Presi-
dent of the Edison Electric Institute. EEI is the association of U.S.
shareholder-owned electric companies and industry affiliates and
associations worldwide. I very much appreciate the opportunity to
testify before you today on this very, very important subject with
respect to capital formation in the electric utility industry.

The electric utility industry is one of the most capital intensive
industries in the country. Our $872 billion worth of assets rep-
resent about 9 percent of the assets of all businesses in this coun-
try.

Electric companies have been through an enormous change over
the last 10 years as they make the transition from vertically inte-
grated regulated monopolies to diverse companies operating in
competitive markets. The past year brought additional financial
challenges for the electric industry, starting with the California
electricity crisis, continuing with the terrible events of September
11th and the resulting economic downturn, and ending with the
collapse of Enron.

Enron has brought much greater scrutiny to the energy industry.
But I would like to emphasize that Enron’s collapse was a financial
story, not an energy story. Electricity supply and delivery were not
disrupted and prices remained stable. Nevertheless, Enron did deal
a blow to investor confidence that, at least in the short term, has
affected the cost of capital for energy companies.

More generating capacity is definitely needed to meet the de-
mand for more electricity. Electricity and the economy grow on al-
most a one-to-one basis.

Congress can remove a tax impediment to building more genera-
tion by shortening the depreciable lives of generation facilities.
Other barriers to investment in generation are the Public Utility
Holding Company Act and uncertainty in environmental policy.

Competitive wholesale and retail electricity markets place more
demands on a transmission grid that was not designed for such
purposes, resulting in dramatically increased congestion in the
transmission area. According to the Federal Energy Regulatory
Commission, transmission bottlenecks cost consumers more than
$1 billion over the past two summers alone. Yet largely due to reg-
ulatory uncertainty and inadequate returns, investment in trans-
mission is decreasing rather than increasing.

Transmission investments in 1999 were less than half of what
they had been in 1979. Maintaining transmission adequacy at its
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year 2000 level would require a quadrupling of transmission invest-
ments during the current decade.

FERC should be given authority to help site new transmission
lines with appropriate State participation. PUHCA should be re-
pealed, because it acts as a barrier to the formation of interstate
independent transmission companies. And financial incentives, in-
cluding higher rates of return and other appropriate innovative
pricing mechanisms, are needed to attract capital to fund invest-
ments in transmission expansion.

Congress should shorten the depreciable lives of property used in
the transmission and distribution of electricity. To efficiently meet
our Nation’s energy needs, the electric industry requires the same
ability that other industries have to more rapidly depreciate assets
for Federal income tax purposes.

As part of H.R. 4, the energy bill, the House last summer ap-
proved a reduction in depreciable lives for gas distribution facilities
to 7 years. Facilities in other capital intensive industries, such as
pulp and paper mills, steel mills, automobile plants, and even ciga-
rette manufacturing plants, are depreciable over 7 years. All this
is in stark contrast to the 15 or 20-year depreciable lives for elec-
tric generation, transmission, and distribution facilities.

The Federal tax code also should be amended to defer taxes on
the sale, and eliminate taxes on the spin-off, of transmission facili-
ties for transmission-owning companies that seek to join FERC ap-
proved regional transmission organizations, as contained in H.R. 4,
the energy bill that passed this summer. In this time of historic
change in the electricity industry, it is critical that Congress con-
tinue to pursue measures that will promote capital investment in
the electric industry, which will encourage the development of
badly needed generation and transmission facilities.

Thank you again for allowing me the opportunity to testify today.
I will be glad to answer any questions you might have after the
other panelists have finished.

[The prepared statement of Thomas R.. Kuhn can be found on
page 39 in the appendix.]

Chairman KING. Thank you, Mr. Kuhn.
Mr. Alexander.

STATEMENT OF ANTHONY J. ALEXANDER, PRESIDENT AND
CHIEF OPERATING OFFICER, FIRSTENERGY CORPORATION

Mr. ALEXANDER. Good morning, Mr. Chairman and Members of
the subcommittee. My name is Tony Alexander, and I am president
and chief operating officer of FirstEnergy, based in Akron, Ohio.

FirstEnergy is a registered public utility holding company. Our
seven electric utility operating companies comprise the Nation’s
fourth largest investor owned electric system, based on serving 4.3
million customers in Ohio, Pennsylvania, and New Jersey.

Encouraging capital investment in the Nation’s electric system is
critically important, because maintaining an affordable, reliable
supply of electricity with a strong network to produce and deliver
it is essential to our economic growth. With the development of
competitive electricity markets, utility companies no longer have
the obligation to build generating capacity and recover those costs
through utility rate-making.
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Instead, the competitive market will determine if and when ca-
pacity is built. This fundamental change in the manner in which
electricity supplies will be developed has a significant impact on
capital formation in the industry.

Investments in the energy industry, particularly in generation
assets, must now compete with every other capital requirement in
the market, and that means it is essential that regulatory, tax, and
other burdens do not discourage investment in this sector. In fact,
generating facilities should be treated like other competitive busi-
nesses.

I believe there are several ways to encourage needed investment
in this segment of our industry. First, Government should provide
more favorable tax treatment for generation assets. Shorter depre-
ciation periods would free up capital for reinvestment in energy
markets and make those markets more attractive to new investors.

The current 20-year depreciation periods for generation assets
are outdated and far longer than for other capital intensive indus-
tries. It makes sense that electric generating facilities have tax
treatment similar to other capital intensive industries. Tax credits
are another way to attract capital to the energy industry.

Second, the industry needs a greater degree of certainty with re-
spect to future environmental regulations governing generating fa-
cilities. Potential investors in generation need to know what the
regulatory future holds. Without good prospects for solid returns,
they will not tie up capital for new or expanded facilities.

Third, the Government needs to support competitive energy mar-
kets by allowing those markets to develop unimpeded. That in-
cludes ensuring that wholesale electricity prices are market based.
Artificial price caps or pricing subject to refund will only serve to
stifle competition and create barriers to investment.

In addition to generation, the competitive electricity market also
depends on an adequate transmission system. Even though trans-
mission is still regulated, utility companies are being required to
turn over control of their transmission assets to third parties.

There are limited options available that will encourage invest-
ments in assets over which the owner will have no control of oper-
ations, pricing, or expansion. One way, however, is to remove bar-
riers to divestiture by reducing the current tax liabilities for the
sale of transmission assets.

Another is through so-called participant funding, which requires
that new investment in transmission be paid for by the party re-
questing the expansion. And, finally, rate-making allowances that
produce sufficient returns will allow the owner to make needed in-
vestments in the transmission network.

In order to create and support the kinds of markets that were
envisioned when States and the Federal Government promoted
competition, we first need to ensure that the steady and growing
capital requirements of the electric industry are met. Only with an
adequate supply of electricity produced from diverse sources that
include coal, nuclear, natural gas, and renewables and the proper
system to deliver it can customers be assured of reliable and rea-
sonably priced electric service.
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Thank you for the opportunity to share my views on this impor-
tant topic. I would be more than willing to answer any questions
you might have after the other panelists have spoken.

[The prepared statement of Anthony J. Alexander can be found
on page 34 in the appendix.]

Chairman KING. Thank you very much, Mr. Alexander.
Mr. Trabandt.

STATEMENT OF CHARLES A. TRABANDT, VICE PRESIDENT,
CHARLES RIVER ASSOCIATES, INC.

Mr. TRABANDT. Good morning, Mr. Chairman, Congresswoman
Maloney, and Chairman Oxley. Thank you for the opportunity to
testify before the subcommittee today on this important subject of
capital formation in the energy industry.

My testimony reflects my experience as Vice President of Charles
River, advising electric utilities recently, as well as 8 years as a
Managing Director in the energy and power group at Merrill
Lynch’s investment banking division, where I worked on capital
formation for energy and utilities around the world, and 8 years as
a commissioner at the FERC, working on these similar issues.

At the outset, I would commend this subcommittee and the full
Financial Services Committee for bringing a specific focus to the
critical capital formation considerations in the context of the ongo-
ing congressional debate about our national energy policy and the
reactions to the Enron situation. I have been asked to testify today
about the impact of recent developments in the electric power in-
dustry, including the situation in California and the collapse of
Enron, and my prepared testimony provides some considerable de-
tail on those matters.

I generally support the recommendations made in Mr. Khun’s
testimony and also Mr. Alexander’s testimony with regard to action
that can be taken by Congress to facilitate capital formation. As
Tom’s testimony demonstrates, there is a critical need for capital
investment in the Nation’s electric infrastructure, which requires
both investor confidence and assured access to capital markets
going forward.

The Federal Energy Regulatory Commission, FERC, in Order
2000 sought to address that need by providing structural and regu-
latory flexibility for independent for-profit transmission companies
or so-called transcos. That flexibility has spawned a new genera-
tion of proposed transcos in every region of the country with par-
ticipation by investor-owned utilities and some public power enti-
ties, including Mr. Alexander’s FirstEnergy Company, which has
provided considerable leadership in that area.

It is clear from a business and financial perspective that a prop-
erly structured for-profit business model could access capital mar-
kets for equity from financial and strategic investors and for in-
vestment grade debt to maintain, upgrade, and expand the trans-
mission infrastructure. I cite in my testimony a deal between the
Alliance Transco LLC with National Grid USA as the proposed
managing member as one example of the types of commercial busi-
ness arrangements that can be negotiated with significant infra-
structure investment.
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FERC policy initiatives should be formulated in a manner to fa-
cilitate such arrangements in the emerging energy markets. FERC
also has initiated an ambitious program for establishing four or
five regional transmission organizations across the country which
will implement a uniform market design now under development
on a national basis. This effort is intended to materially advance
competition in wholesale electricity markets over the next 2 years
and will be a significant response to the difficulties in California.

The recent Supreme Court decision in the Order Number 888
case is seen as solidifying FERC’s authority under the Federal
Power Act to pursue the new policy. And just yesterday, the chair-
man of the Tennessee Valley Authority announced an agreement
with major southeast and midwest utilities to support a seamless
eastern electricity market that would run from the Atlantic to the
Rockies and from the Gulf Coast to the Canadian border. That is
a big step forward in the FERC plan and should advance the
wholesale markets.

While FERC pursues a more robust competitive wholesale mar-
ket under Federal law, State authorities still maintain predomi-
nant jurisdictional control of State retail competition policies and
programs. As a practical matter, the nationwide drive toward retail
competition at the State level, which New York was one of the pio-
neers of, has stalled precipitously as a result of regional dif-
ferences, the events in California, and Enron.

Seventeen States now have some form of competition for retail
customers while other States have essentially slowed significantly
or stopped all together movement toward retail competition. Per-
haps the best hope for supporters of retail competition would be
FERC’s success in advancing truly competitive wholesale markets
across the country, as they have set out to do over the next 2 years.

The competitive wholesale market has continued to function rea-
sonably well despite the Enron collapse, with no interruption in
physical supply and with no excessive price volatility or spikes, al-
beit it during a winter season of very mild weather and with very
low demand on both the industrial and commercial sides as a re-
sult of the economic slowdown.

Nonetheless, the many issues surrounding Enron have negatively
affected a number of our energy companies and caused a loss of in-
vestor confidence that must be addressed to assure needed access
to capital markets for infrastructure investments. Many companies
have already taken decisive action in the form of comprehensive re-
capitalization plans now being implemented to respond to credit
quality and accounting challenges.

Somewhere in the vicinity of about $10 billion has been raised
over the last couple of months as part of those recapitalization
plans. But, as Mr. Oxley said in his opening statement, some com-
panies have also experienced great difficulty in obtaining capital
because of credit quality concerns and because of the reticence of
many investors today.

But assured access will only be restored when there is a greater
degree of regulatory certainty regarding the Enron related issues.
This committee’s leadership on accounting reform legislation which
you reported Tuesday is a positive step forward, and, hopefully,
other committees in Congress will follow your example to take
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measured and carefully considered action with regard to the going-
forward practices in the industry.

I would respectfully urge Congress, the Administration, and Fed-
eral regulatory agencies to strive to complete the Enron reviews in
a timely manner and adopt any clearly needed reforms with care-
fully considered and measured actions which will support competi-
tive energy markets. At the end of the day, greater regulatory cer-
tainty in all forms of regulation and an increased degree of sta-
bility for the industry will be required for assured access to capital
investment for the critical national energy infrastructure needs
that Tom Kuhn laid out.

Thank you, Mr. Chairman, for this opportunity to testify. I look
forward to questions.

[The prepared statement of Charles A. Trabandt can be found on
page 52 in the appendix.]

Chairman KING. Thank you, Mr. Trabandt.
We will have votes coming up on the floor in several minutes.

With that, I will yield my time right now to the Chairman of the
Full Committee, Mr. Oxley.

Mr. OXLEY. Thank you, Mr. Chairman. I appreciate that cour-
tesy.

Mr. Kuhn, the Financial Services Committee just recently passed
our legislation addressing accounting and appropriate disclosure
issues raised by Enron. Just in general, what are your thoughts in
terms of the approach that our committee took? There were folks
who were less than enthusiastic about our approach, in the media,
for example, and I am wondering, from your perspective, what tone
you would recommend that the legislation take.

Mr. KUHN. Mr. Chairman, I think basically what I have pointed
out on Wall Street and elsewhere—and I think there is a general
consensus—is that Enron was a business and a financial situation,
not an energy situation. So I commend you and the committee for
approaching the Enron situation from an overall business perspec-
tive and looking at it from the standpoint of accounting practices
and disclosure rules that would apply to all businesses. I think that
is the approach that definitely should be considered and looked at.

There are some specific issues in the accounting area with re-
spect to the energy industry that we are addressing with FASB and
with the SEC and with the rating agencies and with Wall Street.
We have a very aggressive program at EEI right now to bring our
companies together to review all our accounting practices and dis-
closure practices, to look at best practices, and to deal with these
things on a going-forward basis.

But I believe your approach was right on target in terms of look-
ing at the situations from a broader based business standpoint,
from doing things that make sense to do as a starting point. I know
there are thousands of ideas out there that are very regulatory in
nature, and I would just urge you to cautiously, as you have done,
make sure that they are addressing the problem, the absolute prob-
lems, and not re-regulating in a way that I would think would hurt
competitive markets or hurt financial markets in general.

Mr. OXLEY. Well, Chairman Greenspan testified here last month,
and one of the things that he emphasized was the ability of the
capital markets to fix problems within its system. And you pointed
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out the fact that your member companies are re-examining a num-
ber of issues, including their auditing and their accounting proce-
dures.

That is obviously happening all over the corporate world, because
it is demanded by the shareholders and by the boards of directors.
So you could be congratulated for your leadership in that area. I
think it is critically important.

Let me turn to Mr. Alexander. I know that the repeal of PUHCA,
which has been an issue that has been around for, I guess, as long
as I have been in Congress—some say that because of Enron,
PUHCA should be retained, maybe even strengthened, even though
the SEC continues to support conditional repeal.

I know what you are going to say, but I need to hear you say
it, anyway, in regard to PUHCA and what effect it would have on
FirstEnergy, specifically.

Mr. ALEXANDER. The industry position, obviously, is that the
Holding Company Act has outlived its usefulness in connection
with the way the industry is going right now. It is a very highly
regulatory driven Act being applied to an industry that is trying to
deregulate.

And as such, it really does not fit, and it is an impediment to
some of the things that the industry would like to do, and it tends
to slow down your ability to raise capital in a timely way if you
are a holding company. Those things need to get addressed, either
by the SEC in the way it applies the Holding Company Act, or by
repealing the Act and finding other means to maintain some regu-
lation over the parts of the industry that require it, generation not
being one of them any longer.

Mr. OXLEY. Let me ask you this, then. If we assume that the sta-
tus quo maintains, and that is at the end of the day, Congress is
unable or unwilling to repeal PUHCA, is it your testimony that the
SEC could, on its own initiative, amend or change the PUHCA to
make it more realistic in today’s world?

Mr. ALEXANDER. I do not think the SEC can amend it. They can
apply it in a way that allows transactions to be completed in a
more timely way—financing transactions—instead of perhaps a
year or longer—or mergers, instead of being the last one to go, they
could start addressing the regulatory side to try to speed up their
processes so that, yes, it is a regulatory burden, but as long as that
burden does not delay transactions from being completed or financ-
ing from taking place in a timely way so you can take advantage
of market opportunities, then that is something the agency can
deal with and should be dealing with today.

Mr. OXLEY. Thank you.
Mr. KUHN. Mr. Chairman, if I could add to that——
Mr. OXLEY. Yes.
Mr. KUHN. Obviously, with an interpretation by the SEC and a

great deal more work from lawyers, sometimes you can get to the
same conclusion. But, basically, what the existence of PUHCA does
is it discourages a lot of investment in generation and transmission
from companies that do not want to become subject to the Holding
Company Act, also.

So you have players that might want to make investments in
generation or transmission that otherwise will not make them.
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That impedes capital investment that is critically needed in the in-
dustry right now.

Mr. TRABANDT. Mr. Chairman, I would also add that the Circuit
Court of Appeals recently reversed an SEC decision in the AEP
merger case, specifically because it found that the SEC had been
too loose in its interpretation of the law. And I think that is a good
example of where repeal is probably not only the best solution but
the only really good solution for purposes of allowing financial
transactions to go forward.

Second, I would offer that as an investment banker, I actually
went out to recruit investment in a major transmission company
that FirstEnergy and 9 other utilities were trying to form. And we
were repeatedly told by both strategic partners and financial inves-
tors that they were unwilling to make the investment, which would
translate directly into infrastructure development, because they
would become subject to PUHCA’s requirements.

And on Wall Street, those requirements are a major disincentive
and PUHCA it does have a material effect on the ability to raise
capital from these types of industrial undertakings.

Mr. OXLEY. Speaking of raising capital, obviously, the whole
issue with competitive markets has put a strain on transmission.
Let me just ask all of you, in your view, is investment in upgraded
transmission systems keeping pace with demands being placed on
our system?

Mr. KUHN. Mr. Chairman, the very simple answer is no, it is not,
and transmission is the most vulnerable part of our system. Under
wholesale competition, the number of transactions that are
occuring on the transmission system are growing exponentially.

Basically, the transmission system was built to interconnect
neighboring utilities. So you might almost make the analogy that
it was kind of a country road.

Now we want to create with competition a super highway, and
the transmission system definitely needs to be upgraded to deal
with all these additional transactions on the transmission system.
Last year, the Federal Energy Regulatory Commission study
showed that more than $1 billion was lost by consumers over the
last two summers because of congestion in the transmission sys-
tem.

We desperately need additional investment in the transmission
system. We need higher returns on investment for transmission.
We need to decrease the depreciable lives of transmission assets.
I think these things would help greatly in terms of getting much
needed investment in the transmission area.

Mr. OXLEY. Mr. Alexander, what has been your specific situation
with FirstEnergy in regard to transmission?

Mr. ALEXANDER. Well, Mr. Chairman, we have obviously contin-
ued to invest in our transmission system, although it is more and
more difficult to make business decisions, because you do not really
control the asset ultimately. Ultimately, this asset is going to be
controlled by someone else, and they are really making the capital
investment decisions that are going to have to be made when we
actually get into operating regional transmission organizations.

Transmission across the entire system needs to be improved and
upgraded to allow for these literally thousands of transactions that
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the system was not designed or built to accommodate. And as long
as we are going to continue down the path of deregulated competi-
tive generation business—now, years ago, when a utility built a
power plant, it built its power plant and then it built its lines to
get that power into its system. Now, you can go to a power plant,
any place you choose, and someone else’s responsibility is to build
those lines, and you might not be building it to the area where
those lines are primarily directed. They may be directed to some
other market.

So the entire spectrum of transmission has to be looked at totally
differently as we move more and more toward competitive genera-
tion markets. And the system is just not there on the transmission
side at this point to allow for all of the transactions that people
would like to make.

There are thousands of transactions that are made on a daily
basis. Let’s not discount the transmission system we have today,
because it is a very good system. It allows for a lot of transactions,
but not all of them.

Mr. OXLEY. Thank you.
Mr. Trabandt, you have had, obviously, some experience on Wall

Street. You were at FERC. You were a consultant to the energy in-
dustry. What is your take on this whole issue regarding trans-
mission?

Mr. TRABANDT. I think it is very important, Mr. Chairman, in
that regard to focus on something that Tom’s testimony pointed
out, and that is we need an enormous amount of new generation
in the country. Much of the financing that is being done now is to
connect new power plants to the grid, rather than to deal with the
issues surrounding the upgrading and improvement and reliability
of the existing system as it is today, which, as Tom said, is not de-
signed for a market operation.

So we really do have what is tantamount to a potential crisis in
that part of the industry today that needs to be addressed. I think
what is very important—and I think our respective testimonies fo-
cused on this, perhaps in somewhat different ways—is that regu-
latory policies at FERC definitely need to establish incentives in
terms of the rates, terms and conditions that are going to be estab-
lished for transmission service so that there is a proper return for
investment.

Today, there is not an incentive to invest in transmission as a
general matter. We have a couple of examples where there were in-
vestments in so-called merchant transmission lines, but so far, no
one has successfully built one of those because of the inherent con-
cerns with the returns and the financing associated with them.

So, I think that it is quite important that regulatory policies, the
tax policies, and the general overall energy policy maintain a focus
on this. I think it is important that Mr. Bush’s national energy pol-
icy that was released last year really did highlight this issue. The
issue has tended to be overtaken by California, Enron, and other
things. But I think capital formation for investment in the trans-
mission sector is critically important for the country.

Mr. OXLEY. Thank you.
Thank you, Mr. Chairman.
Chairman KING. Thank you, Chairman Oxley.
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Ms. Maloney has had to leave. She does have a series of ques-
tions which we will submit to the witnesses in writing, and if you
could get back to her within the next week or 10 days, that would
be greatly appreciated.

As for my own questions, actually, everything has been an-
swered. Your statements are comprehensive, and your dialog with
Mr. Oxley has really touched on all the questions I would have
asked.

We have to go vote. We will be in recess until about 11:10.
Mr. Chairman, unless there are further questions, I think we can

excuse this panel at this time.
So I want to thank you for taking the time to be here. We cer-

tainly appreciate your cooperation and your assistance, and you are
excused. Thank you for being here.

The hearing stands in recess until 11:10, at which time we will
have our second panel.

[Recess.]
Chairman KING. The hearing will come to order. I want to wel-

come our second panel today and thank them at the outset for tak-
ing the time and trouble to come down here and give us the benefit
of their knowledge and wisdom and their insights.

I would like to welcome Mr. Bryan Mitchell, the Chief Executive
Officer of MCG Capital; Mr. Paul Glenchur, Director of Schwab
Capital Markets; and Mr. Blair Levin, Managing Director of Legg
Mason. I would ask each of you to make an opening statement. If
you can possibly keep it to roughly 5 minutes, that would be appre-
ciated.

We are not going to be pulling the plug on anyone, but if you
could keep it to 5 minutes, it would be appreciated. In any event,
your full testimony will be incorporated into and made a part of the
record.

So, with that, I would ask Mr. Mitchell to make his opening
statement.

STATEMENT OF BRYAN J. MITCHELL, CHAIRMAN AND CEO,
MCG CAPITAL CORPORATION

Mr. MITCHELL. Thank you, Mr. Chairman. I appreciate it and
thanks for giving me the opportunity to express my thoughts in
front of your subcommittee.

I wanted to give you a brief description of the background of our
company so you can put into context our comments. Our company
is a publicly traded solutions-focused financial services company
that works with high growth small private companies. We assist
those companies in prioritizing their opportunities and managing
their risks of growth.

We apply an expert activist investment philosophy to these com-
panies, and we do that by focusing on very specific industry sectors
in which we invest. We develop financial, operational, and regu-
latory expertise in these marketplaces, and we actively apply that
knowledge to support these companies.

The basic investment thesis of our company is to trade upside for
a less speculative, more stable path to value creation, and it is that
bias that we bring to the discussion today. As a bit more back-
ground, our company has an investment portfolio today of about
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$675 million. A little over 25 percent of that investment portfolio
is in the telecommunications industry, and the remainder is in
media, information services, and technology.

Our company, in the fourth quarter of last year, completed a
$240 million IPO and issued $265 million worth of investment
grade bonds to support our investment activities in the telecom sec-
tor and technology sector. And we have had our basic investment
philosophy validated, in our view, by the capital markets by com-
pleting those capital transactions in December of 2001 in a very
difficult capital market environment.

I think the last point I would make around our background is
that we have been active in investing in telecommunications for
over 10 years, and we have deployed over $2 billion of capital and
over 200 transactions in that time period. And our basic approach
is to assess the fundamentals of growth markets and identify the
path to cash flow and profits, which ultimately create significant
enterprise value.

It is the assessment of that critical path to cash flow and profit-
ability that I would like to focus on as it relates to assessing capital
formation in the telecommunications industry. Our focus in the
space has been really in a range of different service providers, long
distance, niche markets, prepaid services, conference calling, the
hospitality industry, integrated services such as the local long dis-
tance data bundling models that are out there and messaging mod-
els, and, ultimately, and I think most importantly, for the purpose
of this testimony today, is in the UNE-P CLEC area.

The basic framework that we have brought to bear as it relates
to investing in telecommunications companies is identifying compa-
nies that are able to acquire customers that have high net present
value. And inherent in the telecommunications business is a cost
to acquire a customer, the marketing, the provisioning costs, that
is in excess of the current period, that current month’s revenue
stream. It is inherently a negative cash flow investment propo-
sition.

So what we look to identify is the predictability of the future rev-
enue streams of that customer and the gross profit margin in ful-
filling the particular service that that customer procures that gen-
erates positive cash flow in the out periods, that when discounted
to a present period, exceeds the cost of acquiring that customer.
And I think in this framework, as you build that critical mass of
customers, you can then look to take the next step in terms of step-
ping up the return on investment curve by building facilities in
which the gross profit margin increases as you push forward.

Now, when we initiated our activity, in particular, in the local
services marketplace, we did that based on what we deemed to be
a very favorable regulatory environment related to the Telecom Act
of 1996, a significant price-value proposition for a very large uni-
verse of consumers, where the greatest value proposition of deregu-
lation was to the advantage of small businesses and residential
customers, of which there are very many. The basic belief was that
smaller competitors can significantly out-perform by being better at
the basics, as it relates to what a customer sees, the customer serv-
ice, the billing clarity, the pricing policies, the provisioning ele-
ments of the business.
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And, lastly, we felt that the Telecom Act of 1996 provided a ter-
rific framework for encouraging innovation. I think within the con-
text of the Telecom Act of 1996, the Act really provided for three
basic entry strategies for competitive telephony.

The first was a total service retail model, which essentially was
a retail minus, the regional Bell’s price minus a percent. And, es-
sentially, your new entrance came in as marketing and billing
agents for the incumbent providers of telephony.

The facilities model, which is also obviously one more, involved
a significant PP&E investment, very sizable capital expenditures,
and essentially made use of some elements of the public switch net-
work. The last model which we have focused in on is the UNE-P
or network elements recombined.

If you think about the basic framework of the Act, it was de-
signed to allow the key elements of completing a phone call to be
unbundled and procured by the competitive infrastructure. In the
three components, there is really sort of seven specific components,
but they basically roll up into access, switching, and transport of
a telephone call.

What the UNE-P model represents is a cost-plus approach rather
than a retail-minus, and it is that cost-plus approach that allowed
those entrants to generate a reasonable return on capital that
could facilitate additional flows of capital into that marketplace.
Now, each one of those components that were envisioned by the Act
has a very significant and meaningful position, and, clearly, the
Act was very well thought out in that regard.

The total service resale model presents a low-cost entry strategy.
Your investment capital is primarily to acquire customers.

The sort of customer acquisition model is a critical element in
that regard, and there is a fairly low gross profit margin which cre-
ates a long timeframe for return on investment. In other words,
you burn money to build a pool of customers, you get this critical
mass of paying customers, and then you go about the capital ex-
penditure investment to generate a profit margin. That is a fairly
long path, given the lack of return on capital while you are acquir-
ing the critical mass of customers.

The other model, which has been obviously very notorious for its
impact on sort of the trouble in the markets, is a sort of build it
and they will come—the facilities based model. Now, obviously,
there are significant entry costs. There is a significance reliance on
favorable access terms, which I think is very important and was
expressed effectively in the Telecom Act of 1996.

There is, however, also a very long scaling timeframe. There is
high gross profit margins upon reaching scale, but you have got to
get your plants built, and then you have got to acquire those cus-
tomers. Both of those cost a lot and do not throw a lot of return
back on the capital that you invest. And as you ultimately load
your network, that is when the gross margins begin to kick in.

And, lastly, I think the facilities framework is really designed to
serve the higher margin larger users out there, the large corporate
users or the very concentrated, from a population density perspec-
tive, users in the market.

The last entry element, UNE-P, really does present to some ex-
tent the best of both, with a little bit of extra. We think it provides
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a low-cost market entry point. It is a customer acquisition entry
model.

It has a much shorter payback on customer acquisition, because
there is sufficient gross profit margin associated with buying the
network elements at a cost basis rather than a retail-minus basis,
so that you can generate a gross profit margin with about 20,000
or 25,000 access lines. That allows you to continue to propagate
with profitability new customer acquisition, which ultimately al-
lows you, I believe, to step into the facilities framework.

The capital expenditures associated with this model typically
focus on customer centric issues. Most customers in the market-
place do not feel that the existing infrastructure is not effective at
completing their calls. They feel more along the lines of ‘‘my bill
is confusing; the pricing mechanic does not make sense; I need
service and it takes a long time; I call customer service and I do
not get that.’’

So from our perspective, the basic building blocks of building a
competitive framework involve serving those sort of front and cen-
ter customer issues up front, and we think that this framework is
supportive of that.

And then, lastly, by being able to unbundle the network and then
recombine those network elements, it gives innovative firms that
have built a critical mass and are generating returns the oppor-
tunity to create product and service innovations by bundling hard-
ware and software with the existing network elements to create en-
hanced services, things like unified messaging or follow-me calling
or enhanced conference calling services or enhanced voice mail
services. And this innovation, which has been really lacking from
the incumbents, is really the biggest promise of telecom deregula-
tion.

Then, lastly, I think what UNE-P represents is the stepping
stone to the higher margin facilities based business model. So as
I look at what Congress did in 1996, I think there was an enor-
mous amount of brilliance embedded in the Act.

But, I think it is essential that Congress continue to support all
three elements of the Act, the resale model, which creates ubiquity
in the marketplace; the UNE-P component, which allows for a step-
ping stone to profitability through quicker cash flow and quicker
profitability, which at this point is really what the capital markets
are looking for—they do not like that long-term horizon of capital
burn before they begin to see a return on their capital, and I also
think it creates a very effective service platform for the average
customer, the small user, the person who has eight lines in his
business or 12 lines in his business rather than the large Fortune
500 companies—and then, lastly, the facilities strategy to serve the
most complex customers and generate the highest margins.

I think the three together will facilitate capital formation. And
I think that leads to someone sort of saying, ‘‘Well, boy, it all seems
to be so well thought out and works so well—what happened?’’ It
sort of begs the question: Why are we in the position that we are
in?

I think that one of the strengths and one of the weaknesses of
the economy is its willingness to speculate for gain, to drive lots
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of capital into circumstances to create the upside. And I think the
capital market simply went for the brass ring.

If you think about it, it is a $200 billion-plus revenue market-
place, and to secure 20 to 30 percent of that from the monopoly
market to a competitive market represents $40 billion to $60 billion
at a two to three times multiple on revenue. That is $180 billion
of market cap that was available to be created. There was a pent-
up gold rush into that market cap model, and everyone went for
the highest margin business model, the facilities based model.

I think the capital markets ignored a bit a more rational step
framework that was established in the Act through total service re-
sale, UNE-P, and then facilities based advocacy. So I guess the
question is what sort of point of view do I have as it relates to how
we perpetuate or reinvigorate capital formation in the space.

The question is, also, is there still a reason to force the incum-
bents to keep open all three entry strategies, and we believe very
emphatically yes. We think it is a central theme to capital forma-
tion in the marketplace, and we think through the FCC’s triennial
review proceedings, which are underway, the results of that will
really, I think, determine the outcome.

From a public interest perspective, we do not think people are
going to build the Novo networks to serve the small guy. And com-
petitive telephony, as it is configured today, will allow all to benefit
as each strategy has an opportunity to flourish over time.

I think my second point would be that what Congress can do to
facilitate flows of capital is to continue to hold the incumbents to
cost studies that allow for buy rates on the public switch network
elements that can support margin and that will perpetuate capital
inflows.

Then, lastly, I would say that enforcement is a critical issue.
And, in fact, rather than lessening the terms of the Act, I think the
terms of the Act need to be more fully embraced. It is important
to note, in my view, that old monopolies die hard, and as such, en-
forcement mechanics should not be undermined.

I think the Tauzin-Dingell bill appears to create a protected safe
harbor for the Bells to invest in next generation networks that will
not be subject to open access as provided for in the Telecom Act of
1996. And I think that would be a dangerous precedent and delete-
rious to capital formation in the telecommunications industry.

Again, I would like to thank you for the opportunity to speak be-
fore the subcommittee, and I would be pleased to entertain any
questions anyone might have.

[The prepared statement of Bryan J. Mitchell can be found on
page 72 in the appendix.]

Chairman KING. Thank you, Mr. Mitchell.
The subcommittee has been joined by Congressman Grucci, who

does have a particular expertise in this area, and he will be asking
questions later. But now, I would like to ask Mr. Glenchur to give
his opening statement.
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STATEMENT OF PAUL GLENCHUR, VICE PRESIDENT, SCHWAB
CAPITAL MARKETS L.P., SCHWAB WASHINGTON RESEARCH
GROUP

Mr. GLENCHUR. Thank you, Mr. Chairman and Members of the
subcommittee. It is my pleasure to discuss with you issues related
to capital formation in the telecom market.

As the vice president of Schwab Capital Markets, Washington
Research Group, I work with a staff of analysts that examine the
regulatory, legislative, and political factors affecting investments in
various industries, including telecom, technology, energy, health
care, financial services, and international trade. We work with in-
stitutional investors to address their concerns in these areas.

I would like to say at the outset, however, that today’s comments
and views represent my own, not those of Charles Schwab and
Company or Schwab Capital Markets.

It was only a couple of years ago that the telecom and technology
markets were ablaze. Equity values soared and capital investment
was flowing into these sectors.

But as we all know, telecom and technology have suffered a melt-
down. Telecom carriers, pursuing a land rush mentality, assumed
substantial amounts of debt to build and expand the reach of their
networks.

The bursting of the internet and dot-com bubble undermined a
major portion of the customer base for telecom service providers.
Revenue struggled to keep up with debt service obligations. We
have seen numerous bankruptcies and threats of more to come.

The investment community obviously suffered along with the
telecom carriers. They were enthusiastic about the promise of
telecom competition and the migration to new and exciting data
services over upgraded networks.

To a great extent, investors believed that expanding telecom net-
works to allow flexible configuration of services to customers in all
major metropolitan areas offered the greatest potential upside in
the new telecom environment. But building networks in all major
cities required the assumption of huge amounts of debt.

A variety of factors pressured the revenue growth of upstart
telecom service providers. Competition for high volume business
customers led to disruptive pricing as carriers attempted to achieve
revenue targets regardless of profitability.

Internet service providers struggled and went out of business,
disconnecting service or cutting back demands for service. Regu-
latory actions also were involved in affecting the projections of com-
petitive local exchange carriers.

The economic slowdown worsened a difficult situation. The ex-
pansive revenue growth anticipated from new data services failed
to materialize. Meanwhile, debt burdens continued to squeeze up-
start carriers. Investors pulled back, refusing to invest additional
money in telecom service providers. Suddenly, the emphasis was on
cash flows rather than the reach of a provider’s network.

As illustrated by the last couple of years, it is difficult to make
a business work when it requires massive up-front capital invest-
ment and entails substantial customer acquisition and retention
costs. Ongoing regulatory battles between incumbent and competi-
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tive carriers also have increased regulatory uncertainty in the sec-
tor.

At this time, there is little growth in the telecom industry. With-
out profit growth, there are few incentives to invest.

But despite the downturn in the industry, there is room for opti-
mism. A necessary shakeout will mean inevitable consolidation and
the survival of carriers with the most sustainable business models
and financial structures.

New data services and other offerings will continue to leverage
upgraded telephone, cable, and wireless networks. But the healing
process will take time.

Carriers are reluctant to assume additional debt, a factor dis-
couraging industry consolidation. Meanwhile, the burden of main-
taining networks and upgrading them to add capacity or provide
new services remains a costly exercise at a time when adoption
rates for new services lack visibility. But technology is forcing the
migration to new service models.

Telephone carriers face competitive pressure from wireless sub-
stitution, IP telephony, and instant messaging. Broadcast and cable
operators face a fragmented audience among numerous video offer-
ings that pressures traditional advertising models. Commercial
wireless service providers are making critical investments in data
services.

Although futurists may be excited about today’s telecom opportu-
nities, reluctant investors fit the ‘‘once burned, twice shy’’ charac-
terization. They want to see killer apps that drive penetration rates
for new services. The pendulum has swung from irrational exu-
berance to abject pessimism.

History teaches, however, that we tend to overestimate change in
the short run, but underestimate change over the long run. And,
hopefully, the melt-down represents the first part of that equation.

As Washington considers legislative or regulatory proposals to
jump-start the telecom economy, some level of caution is war-
ranted. Major initiatives lead to the inevitable legal challenges in
Federal court and the results are unpredictable. The resulting un-
certainty can actually discourage capital investment.

Moreover, legislative and regulatory actions cannot force changes
in human behavior. As noted above, there is genuine excitement
about the potential of new technologies and high bandwidth serv-
ices. What is not clear is how consumers will embrace these new
capabilities over wireline and wireless networks.

What is the value proposition for these services? We do not need
100 megabits a second for e-mail. Consumers and business are
struggling with this question today. We must be realistic in our ex-
pectations of what Government policy will accomplish.

Thank you, Mr. Chairman.
[The prepared statement of Paul Glenchur can be found on page

86 in the appendix.]
Chairman KING. Thank you, Mr. Glenchur.
Mr. Levin, please.
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STATEMENT OF BLAIR LEVIN, MANAGING DIRECTOR, TELE-
COMMUNICATIONS AND MEDIA REGULATORY ANALYST,
LEGG MASON WOOD WALKER, INC.

Mr. LEVIN. Thank you very much, Mr. Chairman, Ranking Mem-
ber Maloney, Members of the subcommittee. I am Blair Levin,
Managing Director of Legg Mason. I am an analyst, and in that
role, I advise institutional investors about the impact of Govern-
ment policy on telecommunications and media companies.

Let me start by saying that I think the telecom situation is dif-
ferent than the energy situation in a very critical aspect. Tele-
communications went through an historic change in the last 5 or
6 years.

Every industry that has gone through an historic change has
seen a cycle of over-investment and then a retreat from the market.
This was true of the railroads in the 1800s, and it was true of the
auto industry in the early 1900s, and it was true of the computer
chip industry and the computer industry.

That does not mean that these industries, all of which are crit-
ical to the success of our economy, are fundamentally flawed. It
just means that when you have change, you have enormous invest-
ment, because, as the first speaker mentioned, there was a brass
ring to be grabbed, and now the market is obviously retreating.

I think as an indication of the fundamental health, but the prob-
lem of the industry—the revenues in the telecom industry last year
grew at a rate of 7.5 percent, ranking as one of the highest among
industries. But the profits of the industry dropped about 52 per-
cent, and that is obviously very problematic.

Mr. Chairman, I think you asked the right question by asking
what are the hurdles that need to be overcome so you get the ap-
propriate level of investment. Let me say I think that first, there
are three preconditions to investment in the telecom industry.

The first is competition, because without the opportunity for com-
petition, you do not have investment in new entrants. Also, tradi-
tionally, the incumbents do not invest as much, and, certainly,
there are a lot of examples which I cite in my written testimony
that as competition starts to come online, you have both invest-
ment in competitors as well as more investment by the incumbents
in upgrading our networks.

Second, I think there needs to be a growth opportunity in both
revenues and profits. Mr. Glenchur talked about that, and I think
that is absolutely right. None of us in this room are going to invent
those killer apps, but, nonetheless, we have to make sure that the
companies realize they can get the benefits of inventing those killer
apps.

Third, there has to be, as Chairman Oxley mentioned, innovation
in the marketplace. There have to be new kinds of goods and serv-
ices. And here, there is a particular problem in telecommuni-
cations, because there is a tension between innovation in the net-
works themselves and innovation at the edge of the networks. I
think we have to make sure that the delicate place is balanced, so
that both investments kind of make sense, because that is what
really drives the kind of innovation that increases consumer wel-
fare gains as well as the economy.
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In making sure that those preconditions are met for investors, I
think Government itself faces three challenges, first, to make sure
that there is a balanced policy. All the policy debates center around
the question of what are good incentives for investments.

But it turns out there is a lot of tension between facilities based
investors or those who want to lease networks, between certain
kinds of facilities based investors. It is much easier to say than to
do, but the simple truth is—and my written testimony goes into
some examples of this—we need to make sure that all different
kinds of investors have an opportunity to see revenues and profits,
because otherwise, we will not get the kind of competition and in-
novation that America needs.

Second, we need to rationalize the revenue streams in telecom.
One of the things that makes telecom different than these other
sectors—which I noted earlier as going through historical cycles—
is that it is very heavily regulated. And we need to, when possible,
have the market sending the right pricing signals.

In my testimony, I talk a little bit about the problems of retail
rate setting and universal service and the very complicated Fed-
eral-State jurisdictional battles that still, I think, give the market
problematic signals and lead the market to underinvest in the sec-
tor, because they cannot tell where the market really is and where
the growth is going to be and whether they should invest in a com-
pany who, unfortunately, may really depend on a regulatory regime
for their profits.

The third thing is we need speed and certainty in decision-
making. The others have talked about that, and my written testi-
mony goes through some examples. But again, I think the Congress
did a very good thing when it passed the 1996 telecom act by tell-
ing the FCC to get a number of decisions made within a very short
period of time.

But we have the ironic situation where the Congress asked the
FCC to establish the pricing rules within 6 months, which it did.
And now 6 years later, the courts have still not finally addressed
the question of what is the appropriate pricing regime. So I go into
some concrete proposals for how to speed up that decisionmaking
and how do you make it more certain.

There is a limit to what Government can do. Obviously, as Mr.
Glenchur mentioned, consolidation and other market forces are
going to return this sector to a greater sense of profitability and
make it more attractive to investors.

But, nonetheless, I thank the subcommittee for giving me this
opportunity to testify, and I think that the Government does have
a very critical role to making sure that capital formation in the
telecom industry improves over the next 3 years.

Thank you very much.
[The prepared statement of Blair Levin can be found on page 93

in the appendix.]
Chairman KING. Thank you, Mr. Levin.
I want to thank each of the panelists for their testimony. I have

one question I will ask at the start, and then I will turn it over
to Mrs. Maloney and then to Mr. Grucci.
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I will ask the three of you to comment on this. To what extent
do you see the issue of access lines being a capital deterrence, and
how does this issue affect the decisions of Wall Street analysts?

Mr. LEVIN. Could you just clarify on the question of access lines?
I am not sure I know what you mean.

Chairman KING. Actually, the last mile, basically, we are talking
about.

Mr. MITCHELL. Oh, OK. I will start. I think that having open ac-
cess to last mile is absolutely critical and essential to building any
kind of a competitive framework. And the buy rates on that last
mile need to be constructed in a way that the companies that are
competing can generate a reasonable profit margin so they can
cover their costs and generate a return on capital.

So capital will form up to acquire customers and create—the first
part of the competitive infrastructure, in my view, is a critical mass
of customers to make prudent ROI judgments on, in terms of in-
vesting in expanded facilities.

Mr. GLENCHUR. The last mile is obviously the whole critical part
of this debate, and in terms of what we ought to do to reform
telecom regulation. Whether it is for phone connections or it is for
broadband connections, it is the great advantage that incumbents
have, whether it is the Baby Bells, the incumbent phone carriers,
or cable operators, having that direct connection with the customer.

Unlike the infrastructure for long distance, the barriers to entry
in terms of coming into the local market are pretty substantial. It
is much more costly to invest in the local infrastructure to solve the
last mile problem or to offer competitive alternatives. And that is
why we have seen so many of the telecom meltdowns that we have
seen and the bankruptcies and the pending bankruptcies. So this
is a very, very difficult challenge.

I would also say that beyond just that connection, you are look-
ing at a lot of advantages that incumbents have in terms of brand
identity, constant contact with the customer, and entrenched cus-
tomer relationships, which has raised the acquisition cost for a lot
of upstart carriers or those who would enter this market to try to
offer that alternative. And it takes time to try to overcome those
hurdles, to find the right business model and financial model to
make a business case for entering this market. But it is the great
challenge, and it is really at the heart of the difficulties the indus-
try faces today.

Mr. LEVIN. I would certainly echo that. I think it is notable that
a great deal of the investment that occurred in the post–1996 envi-
ronment went into the long-haul side, and prices have dropped dra-
matically, performance has improved dramatically in the long haul
networks. But we did not see the same kind of investment or im-
provements in price and performance in the last mile.

On the other hand, I think that more and more, there are begin-
ning to be last mile substitutes, whether it be on the wireless
side—I think we are going to see more cable CLECs in the efforts
over the next year. So, obviously, we want to see more improve-
ments in the performance of that last mile, but I would be cautious
about making any dramatic changes in the policy at this point in
time, because I think that could hurt investment into the last mile
at this point more than help it.
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Chairman KING. Mrs. Maloney.
Mrs. MALONEY. I just would like to ask the panel to react to

what Mr. Kuhn said earlier. In his statement, he made a point that
he was trying to distinguish Enron’s practices from those engaged
in by other energy companies in order to restore investor con-
fidence in the whole industry.

But several other energy companies, including counter parties to
Enron, have announced that the SEC has opened inquiries into
their accounting practices. So, basically, the point is we are trying
to get more investor confidence into energy companies and telecom
companies. But how can we get that investor confidence when all
of this is being announced, whether it is Global Crossing or Enron
or whatever.

Global Crossing was a telecommunications company, was not it?
It was not in energy. It was in telecommunications.

So as long as that cloud is out there with Global Crossing and
alleged accounting practices in other telecommunications compa-
nies, for then Enron—that was totally an energy company. How
can we get investors to come back with confidence and put their
capital there when this cloud is out there?

Mr. GLENCHUR. I think that is right. It is another burden to have
to overcome at a very difficult time in the industry. They are bur-
dened with substantial debt, and we have seen the bankruptcies,
and we are probably going to see more of those. What is positive
is some of the companies are working out of bankruptcy, and that
is favorable.

But if you look in the telecom industry, it is not just Global
Crossing. You have seen questions raised with respect to
WorldCom, Qwest. You have seen the SEC opening an inquiry in
Adelphia, a cable company, now, raising questions about off-bal-
ance sheet debt.

And these are problematic, because it increases the due diligence
that one must perform with respect to potential transactions in this
sector, in terms of what kind of debt you are going to assume in
doing a deal, as well as whether you have a good sense about the
scope of the burdens that you may be taking on. It actually may
have somewhat of a chilling effect on the ability to see consolida-
tion take place that might ease some of the troubles in the sector.

Mrs. MALONEY. Well, energy projects are often financed and held
through special purpose vehicles, the so-called SPEs, that do not
appear on the books of the sponsoring companies. How frequently
is this type of financing vehicle used in the telecommunications in-
dustry? Doesn’t the telecommunication industry use these SPEs in
their accounting practices?

Mr. MITCHELL. From my perspective, there is not nearly as much
frequency in that regard. The sort of accounting issues that, I think
are more prevalent in the telecommunications industry are sort of
bartering arrangements and sort of income recognition issues more
so than moving things off of the balance sheet so they cannot be
seen.

I think that this kind of issue of accounting policy and account-
ing framework tends to be highlighted in industry sectors where
there is a lot of growth, which creates a lot of investor interest and
creates an opportunity for people to engage in perhaps less savory
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activities. But I think, to some extent, it is a separate and distinct
issue to the underlying construct of profitable business models.

Is there the ability to develop, and is there a supportive frame-
work from a regulatory perspective for the formation of profitable
business models. And, you know, I think telecom is plagued with
its share of accounting issues, but I think the bigger issue in
telecom is companies that investors invested in that did not make
money, and they knew it did not make money when they invested
in it. And the task of making money was so extended that it cre-
ated investor indifference and, ultimately, investor dissatisfaction,
which then created a lot of pressure on the leverage side of the
houses, as was mentioned by Paul.

Mrs. MALONEY. I think the first and best thing that we could do
as a Nation to get people to invest capital in telecommunications
is to restore confidence that the businesses are well managed.
When someone reads about a Global Crossing, it is not fair to say
that every company is the same. It certainly is not. Most companies
are honest, hard working, and doing a great job.

But we need to restore investor confidence. I think that is prob-
ably the biggest thing we could do to get people to start investing
capital back into telecommunications.

So I would like to ask what the industry is doing to assure inves-
tors that these off balance sheet entities do not conceal additional
liability or losses. And what is being done by the industry to weed
out overly aggressive or misleading practices?

Obviously, the best thing that could happen for telecommuni-
cations is that there is not another Global Crossing, there is not
another scandal, you could say, of sort of misleading investors. And
Government is trying to do their role. We have had extensive
markups on bills that increase oversight. The SEC is trying to do
their role. But what is industry doing to weed out aggressive or
misleading practices?

Mr. LEVIN. I would like to answer that with two comments. First,
I think we need to make a distinction between misleading investors
in what one might think of as a conscious way, where you do not
reveal information you should reveal—clearly, this was the case in
Enron. Based on press reports—and I want to emphasize based
solely on press reports, it appears to be that Adelphia was engaged
in off book accounting.

But that is very different from what I think is the major problem
facing telecom, which is the business models did not live up to ex-
pectations, primarily because of mis-estimations of supply and de-
mand. So there were a number of companies that went into the
long-haul business. The demand did not increase as much as they
had anticipated. There was much greater supply. Prices dropped.
That is a more normal problem, but I think that that is more of
the problem in the telecom sector than some kind of misleading.

And, second, let me say to the extent that there is misleading,
I have got to tell you that the market reacts just like Washington.
In other words, when there is an issue, everybody goes and focuses
on that issue. And I can assure you that as soon as Adelphia came
out with their statement that they had been borrowing money that
had not been revealed, every single cable company was imme-
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diately asked by every single analyst, OK, tell us what you have
too.

So I think that the market is self-correcting in some ways. That
is not to say there is no further Government role necessary. But
the market is now, I think—well, Mr. Glenchur stated that we
have gone from irrational exuberance to some kind of over-pes-
simism.

We have also, as analysts—it used to be that the job of the ana-
lyst was to search for the great new thing which would bring huge
upside. Now, I think analysts are very focused on what is the miss-
ing thing that actually I can discover that reveals that there is
enormous downside. So I think the marketplace is reacting by
searching for those kinds of problems.

Mrs. MALONEY. Well, then, what can we do to help you? What,
specifically, could Government do to help with capital formation for
telecommunications? I mean, I see it as investor confidence. You
say that is adjusting. When all these scandals are out, investors
pull back. But if that is adjusting, and that is not a problem, then
what could be done?

Mr. MITCHELL. I think the first step is private capital formation.
I think you need to distinguish sort of private equity and large in-
stitutional funds that invest in companies separate and distinct
from the individual investors maybe through their mutual funds or
whatever.

From my perspective, I think there was great brilliance in the
Telecom Act of 1996, and I think that it would be a mistake to sort
of throw the baby out with the bath water. We have to recognize
that frequently, in the economy, particularly around substantial
growth sectors—and I think Blair mentioned that telecommuni-
cations revenue growth is still up substantially—there is a pro-
clivity to over-invest, to create speculative fervor around these
growth sectors.

I think when that happens, the markets do correct themselves,
and what we do not want to do is over-respond from a regulatory
perspective. Let’s look at the brilliance of the stepped business
models toward inevitable profitability that was established in the
1996 Act, and let’s make sure we enforce those provisions and hold
people, particularly the incumbents, to the critical metrics of rea-
sonable buy rates and open access and do not find ways for them
to avoid open access on the data side and keep it open on the voice
side, because at the end of the day, data and voice are the same
thing. It is bits and bytes. And so it is just sort of voiding the old
monopolies’ desire to protect themselves and make sure we stay
true to the original framework of the Act.

Mr. GLENCHUR. I think that Blair stated this pretty well, that
the investment community will be a disciplinarian for the market,
and you are seeing companies having to respond to that. The ‘‘build
at all costs’’ model has been discarded, and now you will see com-
petitive carriers with tighter geographic focus, more customer seg-
mentation.

You have seen the models adapt to the change in the capital en-
vironment. The capital markets are brutal, and they are forcing
discipline on the market.
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At the same time, we still have a very, very expensive infrastruc-
ture build-out ahead at a time when we really, again, do not know
how fast or how deeply these new services that will be offered and
enabled by this infrastructure investment will be taken up by con-
sumers, which still makes it speculative and risky. But I think it
is good now that we are seeing the hype come out of the market,
the concept investing come out of the market, and fundamentals
like cash flows and profits are reemphasized, and that is painful.

But that process did self-correct, and I think it is good to let that
begin to run its course from a financial and business standpoint.
There are broader policy issues that I know Congress has debated
that regulators are looking at that affect various regulatory incen-
tives in the market, and those are worthwhile debates to have. But
I think that, in general, we are seeing the healing process, and we
need to make sure that nothing is done to interfere with that.

Mr. LEVIN. I would just echo those comments again to the extent
that there are folks who are deliberately not revealing information
that they should have revealed or that we need to change the rules
to make sure they reveal that information. That is certainly an ap-
propriate role for the Government and the SEC with the capital
markets.

Mrs. MALONEY. Isn’t it a criminal offense not to reveal the infor-
mation that you have debt that you are not really—to lie, basically,
to lie to your auditor? Isn’t that a criminal offense?

Mr. LEVIN. I am not an SEC lawyer, and I think there are al-
ways questions—obviously, there are a lot of questions about what
needs to be revealed and what is not. And I think that that is at
the heart, obviously, of a lot of the investigations of Andersen. I
think those are very legitimate and important questions for this
subcommittee and, really, the entire Government to look into.

But I do make a distinction, and I think it is an important dis-
tinction, between those players who were withholding information
and those players who simply guessed wrong. They did not guess
wrong because they were not smart and did not work hard. They
guessed wrong because markets are unpredictable. So I want to
make sure we do not punish them, because if we punish them, then
people will not invest in new innovative companies that, I think
bring a lot of value to this American economy.

Mrs. MALONEY. Thank you.
Chairman KING. Thank you, Mrs. Maloney.
Congressman Grucci.
Mr. GRUCCI. Thank you, Mr. Chairman. It seems to be a New

York issue here. We have all New York representatives.
My question goes along the lines of competition and bringing

competition into the marketplace. How can we encourage young up-
start companies to get into the telecom industry, and can they ac-
cess capital to do so? How can we help in creating the environment
for capital to grow so that it can be accessed by these new startup
companies?

I guess we will go down the line. If anyone wishes to answer that
first, that is fine with me.

Mr. MITCHELL. Well, Congressman, that is exactly what my com-
pany does. We are in the business of financing private companies
with $5 million to $25 million of capital to support creation of what
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we hope to be, in the long run, a larger and ultimately perhaps
public companies.

And from our perspective, our company has been rewarded by
this fundamental cash flow discipline that we have applied to in-
vesting in this space to our ability to raise over $500 million in De-
cember of 2001 to re-deploy back into this market, so that the cap-
ital market, sort of on a wholesale basis, had, I think, a firm step-
by-step process of building moderately profitable to very profitable
businesses with good visibility on profits and cash flow. And I
think the Act has built a framework for that, and I think continued
access to the network elements on an unbundled basis is a very im-
portant part of constructing a profitable business model and a busi-
ness model that will then perpetuate innovation.

I think the first issue is is there a framework that you can go
out and negative spend to acquire customers in the context of near-
term profitability as you gross up your customer base. And the fa-
cilities build model, straight up, does not provide that.

The amount of capital you need to spend to get the facilities and
the amount of negative burn that needs to occur to get the cus-
tomers puts profitability so far off that the capital markets have
said, ‘‘I just do not have the tolerance for that long view of things,
in terms of return on investment.’’

My personal view is I think that the Act has developed a good
framework for that, and it is sort of making sure the buy rates
make sense and making sure you can get those individual network
elements for the facilities guys for access, for the UNE-P guys for
access, transport, and switching, and, ultimately, for resale guys a
reasonable access to the overall network at a reasonable price.

Mr. GRUCCI. Does anyone else wish to answer?
Mr. GLENCHUR. Yes, I would just say briefly that, again, I think

that the competitive market for telecom services, the competitive
carriers and the upstart carriers—I mean, they are trying to over-
come a very difficult financial climate, and the capital markets are
generally not open to them at this point, at least not as much as
they were. I think a lot of the hype and the concept has come out
of the investing, and there is discipline being imposed on the mar-
ket as they explore the kinds of models that will work and the
kinds of financial structures that will be sustainable, and that is
a good process.

Eventually, as you see the consolidation and the shake-out, some
players emerge who have the right approach, as the third or fourth
generation competitive local exchange carrier going forward. So I
think that healing process is critical here, because that will be
something that all investors will want to know about and will have
questions about and will demand answers, in terms of what kind
of model a carrier has to compete, given today’s climate.

I also think it is important for the FCC to continue to enforce
the rules that Congress has established, provisions for competi-
tion—the FCC implements and enforces them. As the commission
explores changes in this area, obviously, that creates some uncer-
tainty in the market, and that is another difficulty to overcome.

But to the extent that the rules——
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Mr. GRUCCI. Congress starting to go on, and I want to get a sec-
ond question in, and we will start with Blair, if he wishes to an-
swer this.

Chairman KING. Congressman Grucci, you can have as much
time as you want.

Mr. GRUCCI. Thank you, Mr. Chairman.
The next question I wanted to ask is are there restrictions and

impediments that put the smaller companies at a disadvantage
over the bigger companies? Is there some kind of regulatory relief
or regulatory assistance that might make it more appetizing to in-
vest in a small company if, indeed, they had access to that kind of
help?

Second, the Tauzin-Dingell bill was designed to bring competition
into the field. I would like to hear all of your responses as to
whether or not you are seeing that. Do you think that will grow,
and do you believe that we ought to bring the cable companies into
that loop where they are also covered under the Tauzin-Dingell
bill?

Blair, why don’t we start with you?
Mr. LEVIN. I suspect Mr. Mitchell could answer the question

about small companies better than I, but let me make a couple of
quick observations and then talk about your other question. I think
there is a distinction between—telecom is really a big player game,
and when you are talking about running these huge networks,
huge data pipes, huge voice pipes, you really need scale.

There are a number of small telecom companies in this country
that are in, geographically, generally rural areas. And I think there
are certain things that Congress is considering in terms of regula-
tions to limit the restrictions on them. But that is different than
saying that a small CLEC can arise in Long Island or in New York
and really compete with the big guys.

Going back to your earlier question, after the 1996 Act, we saw
hundreds of new companies form. In some sense, they acted as an
enormous success in terms of generating a lot of interest in
telecom, and a lot of capital was invested. But what we have seen
is that it is a big player game, and we just have to accept that that
is the economics of the business.

On the other hand, a lot of the best things that have happened
have been at what we think of as the edge of the networks, with
new applications and innovations. And I think it is important that
the people who—whether they be things like e-mail or instant mes-
saging or file sharing or whatever—that those folks have access to
the networks, so that they can make money off of bringing those
innovations into the marketplace.

On the other hand, we want to make sure the big guys have in-
centives to invest in faster and faster networks. And that is the
tension which I talk about in the written testimony, but I think it
really calls for a certain kind of balanced policy where you really
have to get into the weeds of the details of the policy. But that is
the goal that we ought to shoot for, where everybody has an incen-
tive to invest in all parts of the network.

In terms of the Tauzin-Dingell bill, I do not have any particular
comments to make as to whether it is a good or bad idea. I think
it goes to an earlier point I made, which is, yes, it is about invest-
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ment, and, very frankly, if the bill were to pass, I would say the
obvious thing to investors, which is invest more money in Bells, in-
vest less money in CLECs and IXCs.

I do not think the bill will, in at least the short and medium
term, affect the fundamental competition between cable and DSL,
because that competition, in my opinion, has a lot more to do with
the fundamental economics of providing broadband services, and
that goes to the economics of the networks. And I have read a vari-
ety of different studies, but just roughly speaking, I think the cost
for the Bells to provide a DSL services is, in rough order of mag-
nitude, 30 to 50 percent more than the cable companies providing
a cable modem service.

You can really play with the numbers, because so much depends
on how many people you are serving. But my point is there are eco-
nomic reasons that cable is beating the Bells that really have noth-
ing to do, in my opinion, with regulation.

So I would just make that obvious observation, that it really de-
pends on where you want the investment to go. But if you take the
point——

Mr. GRUCCI. If you wanted the investment to bring competition
into an area, how would you encourage that to happen?

Mr. LEVIN. Well, I think there are a number of things. For exam-
ple, I think that one of the constraints on competition today is that
a lot of cities have regarded their rights of way as a money-making
opportunity. So they either tax or have some kind of fees on compa-
nies that, in my opinion, hurts competition.

If a new CLEC wants to come in and put in pipes under the
ground, obviously, the city has a right to get reimbursed for direct
costs, and, obviously, there are problems for cities of digging up
streets. I am not saying the cities have no rights here.

But on the other hand, if the city is essentially saying, ‘‘We have
a scarce resource, a right of way, which we should treat—and we
should kind of, shall we say, auction it off, or we should try to
make money here,’’ I think that is an impediment to competition.
I am delighted to see that a number of people, such as the NTIA
director, Nancy Victory, have recently said that this is a big prob-
lem.

Also, several States have taken action to prevent local Govern-
ments from using the rights of way in that way. But, frankly, a
State-by-State approach is much too slow, and I think Federal ac-
tion may well be warranted to make sure that all facilities based
competitors have a right to the right of way.

Mr. GRUCCI. Just on that issue, I used to be the supervisor of a
township of 450,000 people, and we did have franchise agreements
with a cable company on Long Island. I almost shudder to use this
word in this town, but it is an infinitesimal amount of revenue that
came to the municipality as compared to what the gross revenues
of the cable company were.

For our municipality, it was probably less than $2 million a year
in franchise agreements, and I know that they made tens of mil-
lions of dollars in gross receipts from just my township alone.
While that may certainly add to the cost of the final product, which
is what the consumer pays for, I do not believe that is driving away
competition, because anybody would have the rights to that area.
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The lease agreements would be open to anyone who wishes to come
and lease that space, the right of way.

I am concerned with these giant companies coming in, and if you
are saying that we have to accept the fact that this may only be
a game for the big players, then what happens when, as in the ac-
counting industry, the big eight went to the big six which went to
the big five which is going now to the big four. I mean, what do
we end up with, one cable company throughout the entire country,
one telecommunications company throughout the entire United
States?

I do not think that would be good for the consumer. They would
end up paying the brunt of all of that.

Mr. GLENCHUR. Well, fortunately, the FCC is in the process now
of looking at how consolidation in telecom and in media—well, pri-
marily in media—will impact the idea of having all voices brought
down to a small number, and whether it has impacts on the diver-
sity of viewpoints and localism and the extent to which, histori-
cally, the FCC’s effort to protect that has worked, and they are
looking at that very issue. And I think maybe by the end of the
year, we will have a better sense about how this kind of consolida-
tion, as we go to fewer players and larger players, will affect those
very issues.

Mr. GRUCCI. The issue that I am concerned with is how it affects
the consumer. Let me just say locally—because that is the issue
that is the topic of today—we have really one cable company that
provides access to the TV stations, other than a dish or an an-
tenna, and a dish is the real small guy in the marketplace trying
to be a player.

There is a war going on now between the two top guys in the Yes
network and cable company, and as a result, the consumers are
being denied the ability to watch Yankee baseball games. And
while I am not a huge fan of sports—I enjoy watching it—there are
those who are, and they cannot access that unless they now go out
and get a completely different system for their homes. And that is
my fear, that if you end up with one or two companies where the
consumers can go for this kind of service, they are ultimately going
to bear the high cost of that new service.

Mr. MITCHELL. Well, I think your point, Congressman, is right
on—and I would suggest that, in fact, you can create a very viable
business model around serving Long Island, Westchester County. I
invest in companies that do exactly that—60,000 customers in
Westchester County, and why those customers come to work with
my little CLEC that does not have enormous levels of facilities and
all this pipe and what-not—they come because we have clearer
bills, which might be less expensive.

When they call to get another line put in their house, we respond
on the phone immediately. We come out and provision that line in
5 days in a very reliable fashion.

Basic consumer facing service improvements are enough for a lot
of customers to make a decision to change from the regional Bell
to a competitive player. And that basic initial building block, if you
can do it profitably, will allow you to build the cluster of customers,
like one of my companies that has 60,000 customers in Westchester
County, and then we can take a look at whether or not we should,

VerDate 11-MAY-2000 09:28 Sep 05, 2002 Jkt 000000 PO 00000 Frm 00034 Fmt 6633 Sfmt 6633 C:\DOCS\79320.TXT HBANK1 PsN: HBANK1



31

in fact, be investing in additional facilities that allow us to bring
more innovation, broadband services, and other things.

We have got a profitable cluster of customers, and that makes
me, as a capital investor, much more anxious to look at making ad-
ditional investments of capital into that company. I think the Act
has a provision for that, and I think what we have to be very care-
ful about in the Tauzin-Dingell bill is the opportunity for the en-
trenched historic monopoly businesses to find a safe harbor in data
and broadband, which actually can serve as sort of the next genera-
tion voice network as well, and sort of leave behind to that small
customer service innovator that wants to become a product inno-
vator an antiquated system or an antiquated methodology.

And if you give them the safe harbor, they will take it. There is
absolutely no doubt about it, and——

Mr. GRUCCI. Isn’t that what happened with the cable companies?
Didn’t they find a safe harbor in the Tauzin-Dingell bill?

Mr. MITCHELL. I am less able to speak to the issues in Tauzin-
Dingell relating to cable than I think—and telecommunications.
But I think the same concept applies.

Mr. LEVIN. Could I just real quickly give the——
Mr. GRUCCI. Sure.
Mr. LEVIN. The question about media ownership, in particular, I

think is one that really needs to be on the radar, because the
courts have significantly undercut the FCC’s ability to actually reg-
ulate in this area. But I think it is worth noting that this debate
over the S network—there is a certain kind of—the marketplace is
working to a certain extent. A cable company is not carrying it, one
satellite company is not carrying it, but the other satellite company
is.

In fact, in the most recent quarterly results of Direct TV, they
had a big increase in subscribers, and a lot of people think it has
to do with the fact that a number of people chose to get the S net-
work, and they want to do it. I think that, you know, it is an inter-
esting question, which I am sure the folks at the Department of
Justice and the FCC will look at. If you allow the two satellite guys
to merge, then what happens to that competitive dynamic for pro-
gramming?

So that is a very important question. I generally tell investors
what I think will happen in the world, whether or not it is a good
thing or a bad thing. You obviously have to worry about what is
being served in the public interest here.

I would just say that I think these issues of ownership are in-
credibly important and deserve an awful lot of study. And we have
to be very careful, because, in fact, I think both the telecom indus-
try and the media industry have delivered an awful lot of benefits
to American society, both in terms of providing a diversity of view-
point as well as economic growth.

Mr. GRUCCI. Thank you, Mr. Chairman. I appreciate your indul-
gence and your generosity with the time.

Chairman KING. Thank you, Mr. Grucci. I think you went a bit
overboard, though, in being such a strong advocate for the
Yankees, especially since the Mets are doing considerably better
than the Yankees lately, and I think your constituents, even
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though they elected you, are still too enlightened to get that excited
about the Yankees when the Mets are the proper alternative.

Ms. Capito, do you have any questions?
Ms. CAPITO. Thank you, Mr. Chairman. I have no questions.
Chairman KING. We have votes coming up in the next several

minutes. Do any of you want to comment on any of the points that
your fellow panelists made this morning? I am not trying to look
for a fight, but is there anything you want to add or amplify on
a point that was made by one of your fellow panelists?

Mr. GLENCHUR. I would only say, again, that with respect to
what we need to do, in terms of Tauzin-Dingell or any other regu-
latory efforts to modify the competitive landscape, the rules that
players will compete under, that we just be very, very cautious
about how much unpredictability that can create and how expecta-
tions about the future have to adjust and whether it actually deters
investment in the sector. I think that those are not easy questions
to answer, but I think that we do need to be cautious about that.

Chairman KING. I want to thank the witnesses for their testi-
mony. You have gone above and beyond the call of duty. We greatly
appreciate it, and I speak for myself and the Ranking Member, Ms.
Maloney, and the other Members of the panel.

I also want to note that a number of Members may have addi-
tional questions for the panel, and, without objection, the hearing
record will remain open for 30 days for Members to submit written
questions to witnesses and to place the responses in the record. So
ordered, and, with that, the hearing stands adjourned.

Thank you very much.
[Whereupon, the hearing was adjourned.]
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